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FORBES MEDI-TECH INC.

Forbes Medi-Tech Inic. is a life sciences company dedicated to the
research, development and commercialization of innovative products
for the prevention and treatment of cardiovascular disease (CVD). Our
vision is to develop and market products along a treatment continuum
that CVD savvy consumers, healthcare professionals and speciatized
CVD research and healthcare institutions; will identify, recommend
and seek. Our business strategy is to develop and commercialize
proprietary compounds to address the unmet needs of patients within
the cardiovascular disease market.

Commercialized Products
Reducol™, a branded ingredient, is clinically proven {c lower cholesterol
and is commercialized internationally with initial launches in Notth
America and parts of Europe.

To reflect our commitment to the prevention and treatment
ot cardiovascular disease - we have designed a new logo
that embosses our dedication, culture and brand values

moving forward.

Company at a Glance

2005 Investments Highlights
President's Message

Solutions for Cardiovascular Health

Pharmaceutical Development
FM-VP4 and FM-VPx
Reducol™

Board of Directors
Operational Management Team
Board of Directors

Financial Statements
MD & A

Auditor's Reports
Consolidated Statements
of Operations and Deficit

Corporate information
Corporate information

Pharmaceutical Development
Lead drug candidate, FM-VP4, is a cholesterol absorption inhibitor that

Stock Symbol FMT! on NASDAQ NM
FMIon TSX

Total Outstanding Shares 378

Established 1992

Headquarters Vancouver, British Columbia

Forward-leoking statements

This Annual Report contains forward-looking statements. Please see page 44 of this Annual Report for a description of
such forward-looking statements and a discussion of material factors that could cause actual results 1o differ materially
trom a conclusion, forecast or projeclion in a forward-looking staternent.
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January 2002 : EU Phase 1
clinical trial initiated for
feasibility of FM-VP4

June 2002 : Rights to
Reducol™ acquired

a

F THE 70,100,000 AMERICANS WITH CVD,

27,000,000 ARE ESTIMATED TO BE AGE 65 OR OLDER

O The launch of a Phase | clinical trial for FM-VP4 was an important
milestone in Forbes’ pharmaceutical development program. The
start of clinical trials was a crucial step in evaluating an exciting new
potential treatment for the millions of people worldwide who are at
risk of CVD due to elevated cholesterol levels.

® Forbes took an important step forward with the acquisition of
the rights to Reducol™ from Novartis Consumer Health SA to whom
Forbes had previously licensed Reducol™.

REDUCOL™

5
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February 2004 : Dosing
for European Phase II
feasibility study completed

November 2004 : Final
approval received for
Reducol™ sales in EU

©® Dosing of subjects was completed for the Company’s

feasibility study of its novel cholesterol-lowering pharmaceutical,
FM-VP4. The Phase Il trial to measure the drug’s efficacy and
tolerability was conducted at the Academic Medical Center (AMC) in
Amsterdam, one of the world’s leading centers for the management
and research of dyslipidaemia. The trial was completed without any
significant safety issues or concerns being raised.

® The European Commission authorized the use of Reducol™ in
milk-based beverages. This decision eliminated the requirement
for further scientific evaluation to incorporate the ingredient into
various approved food categories and created a major oppor-
tunity for Forbes to attract new contracts, drive revenue growth
and increase shareholder value.

" mepucoLm N ——
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March 2006 :
Our focus is CVD

STEADFAST COMMITMENT
TO PREVENTION AND
TREATMENT OF CVD

@ @ Forbes is a life sciences company focused on preventing
and treating cardiovascular disease through pharmaceutical

and lifestyle approaches. Our two approaches have tremendous
synergy that are directed toward developing and commercializing
novel approaches to lowering cholesterol. Our science is strong.

Our team is focused. Our commitment is steadfast.

IT 1S ESTIMATED THAT ONE IN THREE
ADULTS HAS SOME FORM OF CVD
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We recorded significant
growth in our ingredient
business in 2005. Our
ability to consistently
achieve revenue guidance
reflects a commitment to
building credibility with the
investment community by
delivering on our promises.

Charles A, Butt
President and CEOQ

2006

LETTER TO SHAREHOLDERS

In 2005, Forbes was successful in reaching two important milestones: initiating a US Phase Il
clinical trial for FM-VP4, our leading drug candidate, and launching our branded cholesterol-
lowering ingredient Reducol™ with the UK’s largest retailer. These iwo developmenis posiiion
the company for future growth and success.

The filing of an Investigational New Drug (IND) application with the US Food and Drug Administration
(FDAY) in September 2005 required a huge effort from the Forbes team. The IND submission was the
successful culmination of toxicity data, preclinical results and outstanding staff commitment. Most
importantly, it allowed us to commence our US Phase I clinical trial for FM-VP4.

Initiated in November 2005, the US Phase ! clinical trial for FM-VP4 is an important advance in the
development of this innovative compound. The goal of this trial is to demonstrate a minimum 15%
reduction in LDL-cholesterol over a 12-week period, compared to baseline. The trial is expected to be
completed in the third quarter of 2006. We will continue t0 aggressively pursue the development of
this drug to address the world’s largest pharmaceutical market, which is estimated to grow from
$26 biltion to $40 billion in the next five years.

The successful launch of Reducol™ in the United Kingdom marked the achievement of a significant
milestone for our ingredient business. While we have been generating revenue by selling phytosterol
ingredients for some time now, the launch of Reduco!™ in the UK, through Tesco Stores Ltd. (Tesco),
was a giant step forward. Tesco is the leading retailer in the United Kingdom, which is the leading
functional foods market in the world. With this launch, Forbes has come out on top. Tesco’s size, stature
and reputation reflect well upon Reducol™, as we continue to launch additional products and develop
similar partnerships in Europe and other parts of the world in 2006 and beyond.

To successfully incorporate Reducol™ into Tesco-branded products, we overcame several obstacles
related to formulation of the compound, scaling up of production and intellectual property protection.
While these challenges were daunting, the Forbes team worked relentlessly to create solutions. We
have now laid the groundwork that will help streamline subsequent launches.

We recorded significant growth in our ingredient business in 2005. Our ability to consistently
achieve revenue guidance reflects a commitment to building credibility with the investment
community by delivering on our promises.
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SOLUTIONS FOR CARDIOVASCULAR HEALTH
OUR SPECIALTY : PHYTOSTEROLS

Phytosterols, also known as plant sterols, are a naturally occurring
class of compounds found in the cells and membranes of plants.
Scientific research dating back to the 1950s has documenied the ability
of phytosterols to block the absorption of cholesterol and reduce blood
cholesterol levels.

Phytosterols have an excellent safety profile. Since they are present in
most vegetables, they have a long history of consumption as part of a
normal human diet. Numerous human and animals studies conducted
over the past 50 years have found no serious adverse effects from
phytosterols.

Most people consume 0.2 to 0.3 grams of phytosierols each day as
part of a normal healthy diet. A number of clinical trials have shown
that an additional one to two grams of phytosterols in the diet can
reduce blood cholesterol levels significantly. Phyiosterols offer people
a natural, safe and effective way to reduce cholesterol levels,

Forbes has developed a proprietiary process technology to extract
phytosterols from coniferous trees into their pure, natural crystalline
powdered form. This natural, non-genetically modified (non-GMO)
product is called Reducol™ and is sold as an ingredient to functional
food manufacturers and dietary supplement makers. The incorpora-
tion of Reducol™ into a variety of products can help consumers reach
the additional phytosterol content required to effectively reduce
cholesterol levels.

Forbes has been working with phytosterol analogues in an effort

to capture part of the sizable pharmaceutical market for cholesterol
reduction. The lead compound from Forbes’ pharmaceutical
development program is a cholesterol absorption inhibitor

called FiMi-VP4.
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PHARMACEUTICAL PRODUCT DEVELOPMENT

FM-VP4

FM-VP4 is a novel phytosterol analogue representing a new class in
cholesterol-lowering drugs called cholesterol absorption inhibitors.
Derived from plant sterols, we believe FM-VP4 targets cholesierol absorp-
tion in the small intestine, as opposed to statins, which target cholesterol
synthesis in the liver. Cholesterol absorption inhibitors are recognized as
a safer approach to cholesterol reduction with fewer potential side effects
than statins.

Forbes reached a significant milestone in 2005 with the launch of a US
Phase Il clinical trial for FM-VP4. Conducted at 15 sites across the US,
this trial seeks to demonstrate a minimum 15% reduction from baseline in
LDL cholesterol over a 12-week period compared to placebo. This follows
upon knowledge gained from the first human clinical trial of FM-VP4, a
European Phase Il feasibility trial that demonstrated the drug’s cholesterol
lowering effects and tolerability. The US Phase |l trial is expected to be
complete in the third quarter of 2006. If the results meet the target reduc-
tion in LDL cholesterol, Forbes will seek a partner for further development
| of FM-VP4.

Another important development in 2005 was the granting of a European
patent for FiWi-VP4. This provides important proiection of our intelleciual
property in a key global market.

A preclinical study recently explored the anti-obesity potential of
FM-VP4. The resulis of this study, which were presented at the 2005
American Association of Pharmaceutical Sciences (AAPS) conference,
demonstrate a significant reduction of weight gain and help identify
FM-VP4’s additional therapeutic indications. Another preclinical study
of FM-VP4 used in combination with Zocor® shows potential for FM-VP4
as a candidate for statin combination therapy to lower cholesterol. This
offers the possibility of delivering the same effect as statins but at a
lower dose, reducing the potential toxic effect from statins.

FM-VPx LIBRARY OF COMPOUNDS

There is a strong belief that FM-VP4 is just the beginning for Forbes’
drug development program. The FM-VPx Library of Compounds is a
group of synthetic entities with therapeutic potential targeting the
cardiovascular market. A number of compounds from our VPx Library
have demonstrated cholesterol-lowering ability and related properties.
We also have an active in-licensing program for complementary
cardiovascular product candidates.

The Company is committed to building our understanding of both the
scientific and market developments in CVD. Our unique strengths in
discovery and early stage development will enable us to develop the
value from our compound library and other new drug candidates,
contributing to the prevention and treatment of CVD.
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OUR SENIOR AND OPERATIONAL MANAGEMENT TEAM

| Charles A. Butt, B.Comm.
| President and Chief Executive Officer

Mr. Butt has been a director of the Company since September 1999 and the President
of the Company since April 2002, the CEO since March 2002; formerly the Executive
Vice President and Chief Operating Officer March 2001 to April 2001 and the Senior Vice
President, Commercial Operations of the Company July 2000 until March 2001. Mr. Butt
has extensive international and North American experience in business management,
marketing and sales in the healthcare industry. Prior to joining Forbes as Senior Vice
President, Mr. Butt served as President of The Charson Group Inc., a healthcare consulting
company, Specializing in strategic planning and new product introductions, based in
Toronto. Before moving into consulting, Mr.. Buit headed up the Consumer Health Products
ivision for Lederle Laboratories (Canada), where he was responsible for the
development of the Consumer Health Products Group. Mr. Butt has also worked in a variety
of marketing and sales roles at Shulton Inc. in Europe, Africa and the Middle East as well
as Colgate-Palmolive (UK).

Laura Wessman, MBA

Senior Vice President, Operations
Appointed to Senior VP, Operations in 2006, Ms. Wessman was the Senior Vice President,
Corporate Development of the Company since January 2004. Previously, Ms. Wessman
was the Vice President, Business Development from October 2002 to January 2004,
and Marketing Manager from December 2000 to October 2002. Ms. Wessman joined
Forbes Medi-Tech in December 2000 and has been involved in both the nutraceutical
and pharmaceutical divisions of the Company, including captaining the upscaling and
commercial profiling of its pharmaceutical steroidal technology. Ms. Wessman is responsible
for chartering the Company’s growth through in-house development as well as licensing and
acquisitions. Prior to joining Forbes, Ms. Wessman held positions of increasing responsibility
at North Aegean Petroleum and Cominco in the areas of process engineering and project
management. Ms. Wessman holds undergraduate degrees in Chemical Engineering and
Biochemistry from the University of British Columbia and an MBA from Simon Fraser
University, Vancouver, BC.

| David Goold, CA .
| __Chief Financial Officer . !

Prior to joining Forbes, Mr. Goold held the position of Vice President and Chief Financial
Officer for Vizon SciTec Inc., and its predecessor company BC Research Inc. for six years.
With BC Research, in addition to being part of the senior management of the consuiting
research and development business, he was involved in the creation and financing of
three technology based entities. Mr. Goold’s previous experience includes Vice President,
Finance for a publicly listed manufacturing company, and international experience with a
California based clothing manufacturer and distributor. Mr. Goold began his career at Price
Waterhouse in 1980, working in their offices in Vancouver, BC and Johannesburg, South
Africa. Mr. Goold received his Bachelor of Commerce degree from the University of British
Columbia in 1980 and has been a member of the Institute of Chartered Accountants of B.C.
since 1982.

i Natalie Jean Warner, MD
i Consull Clinical Development

Dr. Warner is board certified in Internal Medicine and Cardiovascular Disease and has more
than 20 years of experience in pharmaceutical research and research management. She
began her research career at Cotumbia University where she won the American College
of Cardiology Young Investigator of the Year award. She then went to Merck, Sharp and
Dohme Research Laboratories where she worked on a number of compounds, including the
HMG Co-A reductase inhibitors. She was Vice President of Clinical Research and of Safety,
Surveillance and Reporting at Syntex and held a number of senior positions at Khepri, Arris
and Axys Pharmaceuticals. Immediately prior to starting her consulting business, she was
President and CEO of a start-up pharmacogenomics company.

i} }
Jeffrey J.E. Motley, B. Sc. !
Vice President, Marketing & Sales ‘
Mr. Motley has been the Vice President, Sales & Marketing of the Company since January
2004. Mr. Motley is responsible for the marketing and sales of all commercialized products
including Reduco! and Phyto-S-Sterols. Previously, Mr. Motley was the Vice President,
Commercial Operations May 2001 to January 2004 and Vice President, Business
Development of the Company, January 2000 to May 2001. Mr. Motley was formerly Director
of Marketing, Nutritional Division, for Wyeth-Ayerst Canada where he was responsibie for
sales, marketing and business development. He successfully re-engineered the selling and
marketing strategy of Wyeth-Ayerst Canada and built and developed a highly motivated
team. Mr. Motley also acted as District Sales Manager, Nutritional Division for Wyeth-Ayerst
Canada. From 1981 to 1995, Mr. Motley was Sales Manager at the national and district
levels as well as Product Manager for Lederle Pharmaceuticals.

. David Stewart, Ph.D.
Vice President, Regulatory Affairs (Nutraceutical) and Scientific Services

JOR— |

Dr. Stewart has successively been the Vice-President, Director, and Manager of Regulatory
Affairs of the Company since May 1997 Dr. Stewart has over 34 years experience in
pharmaceutical research within the pharmaceutical and biotechnology industries specializing
in regulatory affairs, drug approvals, quality assurance and laboratory management.
Previously, Dr. Stewart was in Regulatory Affairs at Toronto-based Biovail Corporation
International, Organon International, and QLT Phototherapeutics Inc., in Vancouver, BC.
Dr. Stewart has also held positions as Assistant Professor at the University of Toronto in the
Department of Pharmacology, Faculty of Medicine. Dr. Stewart has published over 44 peer-
reviewed scientific papers in the areas of cell membrane transport mechanisms, addiction
research, drug metabolism and cholesterol metabolism. Dr. Stewart is the inventor on 7
United States Patents.

| Jerzy Zawistowski, Ph.D. :
W Vice President, Functional Foods & Nutraceuticals )

Dr. Zawistowski has successively been the Vice-President, Director and Manager of
Functional Foods and Nutraceuticals for the Company since April 1998. Dr. Zawistowski
has provided management, consulting and research expertise in the food and agricultural
sciences to both the public and private sectors for over 20 years. He is currently an Adjunct
Professor UBC Faculty of Agricultural Sciences and the University of Manitoba Food Science
Department, where he received his Ph.D. He is co-founder, and past Chairman and Director
of the British Columbia Functional Foods and Nutraceuticals Network and has published
over 40 peer-reviewed papers, 10 patents and three book chapters. Dr. Zawistowski has
presented over 110-papers and invited lectures at national and international conferences
and meetings in Canada USA, Asia & Europe in the areas of Functional Foods, Food
Development, Safety and Regulation
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REDUCOL™

Reducol™ is a branded, non-GMO, clinically proven phyiosterol-based
ingredient that helps lower LDL (bad) cholestero! safely and naturally.
It is a unique blend of naturally occurring compounds found in plants
known as phytosterols. A proven solution for cholesterol management,
Reducol™ can be added to foods or dietary supplements.

Forbes launched Reducol™ in the United Kingdom in 2005 through Tesco
Stores Lid (Tesco), the UK’s largest retailer. In January 2006, Tesco began
selling a margarine spread, yogurt and yogurt drink incorporatiing
Reducol™ marketed under the Tesco privatie label brand.

This launch is an important milestone because it is the first commercializa-

tion of Reducol™ in the UK with the UK’s leading retzailer. Tesco’s size and
distribution power are a tremendous asset in launching Reducol™. This
sets the stage for expansion of the Reducol™ brand in other parts of

daktaosinensk
Biilus-bifiduii

Europe and the Far East. The revenue derived from Reducol™ is very
profitable and helps offset the company’s overall expenses.

Also in 2005, Forbes launched a range of yogurts incorporating Reducol™
through the Kesko Group in Finland. Sold under the “Pirkka” premium
brand name, the products are being distributed to over 1,000 stores in
Finland. This provides an excellent venue for Reducol™ and fuiure
product expansion.
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FOGW SENITOR AND OPERATIONAL MANAGEMENT TEAM

L R —

Charles A. Butt, B.Comm.
! President and Chief Executive Officer

Mr. Butt has been a director of the Company since September 1999 and the President
of the Company since April 2002, the CEO since March 2002; formerly the Executive
Vice President and Chief Operating Officer March 2001 to April 2001 and the Senior Vice
President, Commerciai Operations of the Company July 2000 until March 2001. Mr. Butt
has extensive international and North American experience in busingss management,
marketing and sales in the healthcare industry. Prior to joining Forbes as Senior Vice
President, Mr, Bult served as President of The Charson Group Inc., a healthcare consulting
company, specializing in strategic planning and new product introductions, based in
Toronto. Before moving into consulting, Mr.. Butt headed up the Consumer Health Products
Division for Lederle Laboratories (Canada), where he was responsible for the initiation and
development of the Consumer Health Products Group. Mr. Butt has also worked in a variety
of marketing and sales roles at Shulton Inc. in Europe, Africa and the Middle East as well
as Colgate-Palmolive (UK).

7
i Laura Wessman, MBA

| Senior Vice President, Operations R .
Appointed to Senior VP, Operations in 2006, Ms. Wessman was the Senior Vice President,
Corporate Development of the Company since January 2004. Previously, Ms. Wessman
was the Vice President, Business Development from October 2002 to January 2004,
and Marketing Manager from December 2000 to October 2002. Ms. Wessman joined
Forbes Medi-Tech in December 2000 and has been involved in both the nutraceutical
and pharmaceutical divisions of the Company, including captaining the upscaling and
commercial profiling of its pharmaceutical steroidal technology. Ms. Wessman is responsible
for chartering the Company’s growth through in-house development as well as licensing and
acquisitions. Prior to joining Forbes, Ms. Wessman held positions of increasing responsibility
at North Aegean Petroleum and Cominco in the areas of process engineering and project
management. Ms. Wessman holds undergraduate degrees in Chemical Engineering and
Biochemistry from the University of British Columbia and an MBA from Simon Fraser
University, Vancouver, BC.

David Goold, CA

' _ Chief Financial Officer _ )
Prior to joining Forbes, Mr. Goold held the position of Vice President and Chief Financial
Officer for Vizon SciTec Inc., and its predecessor company BC Research Inc. for six years.
With BC Research, in addition to being part of the senior management of the consulting
research and development business, he was involved in the creation and financing of
three technology based entities. Mr. Goold's previous experience includes Vice President,
Finance for a publicly listed manufacturing company, and international experience with a
California based clothing manufacturer and distributor. Mr. Goold began his career at Price
Waterhouse in 1980, working in their offices in Vancouver, BC and Johannesburg, South
Africa. Mr. Goold received his Bachelor of Commerce degree from the University of British
Columbia in 1980 and has been a member of the Instilute of Chartered Accountants of B.C.
since 1982.

| Natalie Jean Warner, MD |
Consultant, Clinical Development |

Or. Warner is board certified in Interna) Medicine and Cardiovascular Disease and has more
than 20 years of experience in pharmaceutical research and research management. She
began her research career at Columbia University where she won the American College
of Cardiology Young Investigator of the Year award. She then went to Merck, Sharp and
Dohme Research Laboratories where she worked on a number of compounds, including the
HMG Co-A reductase inhibitors. She was Vice President of Clinical Research and of Safety,
Surveillance and Reporting at Syntex and held a number of senior positions at Khepri, A
and Axys Pharmaceuticals. Immediately prior to starting her consufting business, she was
President and CEO of a start-up pharmacogenomics company.

' Jefirey J.E. Motley, B. Sc. !

i Vice President, Marketing & Sales

Mr. Motley has been the Vice President, Sales & Marketing of the Company since January
2004. Mr. Motley is responsible for the marketing and sales of all commercialized products
including Reducol and Phyto-S-Sterols. Previously, Mr. Motley was the Vice President,
Commercial Operations May 2001 to January 2004 and Vice President, Business
Development of the Company, January 2000 to May 2001. Mr. Motley was formerly Director
of Marketing, Nutritional Division, for Wyeth-Ayerst Canada where he was responsible for
sales, marketing and business development. He successtully re-engineered the selling and
marketing strategy of Wyeth-Ayerst Canada and built and developed a highly motivated
team. Mr. Moatley also acted as District Sales Manager, Nutritional ion for Wyeth-Ayerst
Canada. From 1981 to 1995, Mr. Motley was Sales Manager at the national and district
levels as well as Product Manager for Lederle Pharmaceuticals.

1 David Stewart, Ph.D. i
. Vice President, Regulatory Affairs (Nutraceutical) and Scientific Services
Dr. Stewart has successively been the Vice-President, Director, and Manager of Regulatory
Affairs of the Company since May 1997 Dr. Stewart has over 34 years experience in
pharmaceutical research within the pharmaceutical and biotechnology industries specializing
in reguiatory affairs, drug approvals, quality assurance and laboratory management.
Previously, Dr. Stewart was in Regulatory Affairs at Toronto-based Biovail Corporation
International, Organon International, and QLT Phototherapeutics Inc., in Vancouver, BC.
Dr. Stewart has also held positions as Assistant Professor at the University of Toronto in the
Department of Pharmacology, Faculty of Medicine. Dr. Stewart has published over 44 peer-
reviewed scientific papers in the areas of cell membrane transport mechanisms, addiction
research, drug metabofism and cholesterol metabolism. Dr. Stewart is the inventor on 7
United States Patents.

. Jerzy Zawistowski, Ph.D.
¢ Vice President, Functional Foods & Nutraceuticals

Dr. Zawistowski has successively been the Vice-President, Director and Manager of
Functional Foods and Nutraceuticals for the Company since April 1998. Dr. Zawistowski
has provided management, consulting and research expertise in the food and agriculturat
sciences to both the public and private sectors for over 20 years. He is currently an Adjunct
Protessor UBC Faculty of Agricultural Sciences and the University of Manitoba Food Science
Department, where he received his Ph.D. He is co-founder, and past Chairman and
of the British Columbia Functional Foods and Nutraceuticals Network and has published
over 40 peer-reviewed papers, 10 patents and three book chapters. Dr. Zawistowski has
presented over 110-papers and invited lectures at national and international conferences
and meetings in Canada USA, Asia & Europe in the areas of Functional Foods, Food
Development, Safety and Regulation
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FORBES MEDI-TECH INC

MANAGEMENT’S DISCUSSION AND ANALYSIS
AND N
FINANCIAL STATEMENTS

.

Year ended December 31, 2005 y
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FORBES MEDI-TECH INC

MANAGEMENT’S DISCUSSION AND ANALYSIS

e

Year ended Decernber 31, 2005 (All amounts following are expressed in thousands of Canadian Dollars unless otherwise indicated)

with Phyto-Source to provide us with a supply of Reduco!™ and other wood sterols for a period of
5 years. We have agreed to buy all of our sterot requirements exclusively from Phyto-Source for
the first year. As part of the sale transaction, Phyto-Source paid us the outstanding US$1 million
of our original US$4 million loan, and all guarantees provided by Forbes USA to Phyto-Source’s
lenders for the joint venture’s commercial term loan, line of credit and capital equipment lease
have been discharged. We have agreed not to compete with Phyto-Source in the manufacturing
of wood sterols from tall oil soap, crude tall oil, tall cil pitch or any tall oil material containing
phytosterols for 5 years. We expect U.S. income taxes to be payable in connection with the sale
of our interest in Phyto-Source. See also “Lifestyle Changes Approach — Nutraceuticals” above.

The following table summarizes the results of operations and selected financial information for
the years ended December 31, 2005, December 31, 2004 and December 31, 2003 for results
relating to our proportionate share of Phyto-Source LP operations and related tax impact, as
reported in the accounts of Forbes Medi-Tech (USA) Inc., of the reported income.

Summary:
(millions of $ except per share values)
Year ended Year ended Year ended
Dec 31 2005 Dec 31 2004 Dec 31 2003
Revenues $ 165 $ 146 $ 105
Cost of goods sold and operating )
expenses ) (10.0) (8.8) {7.1)
Amortization and depreciation (1.6) (1.5) (1.9)
Income taxes (2.4) 0.9 -
Net earnings ; $ 25 $ 34 $ 15
ASSETS:
Current assets $ .44 $ 44 $ 2.3
Property plant and equipment 1.8 12.5 1.5
Intangibles and other assets 3.7 4.4 5.1
Total assets S 199 § 213 $ 189
LIABILITIES:
S 25 $ 11 $ 1.3
0.3 15 1.6
Capital lease obligations : 0.4 0.6 -
Total liabilities , $ . 32 $ 32 $ 2.9

BASIS OF PRESENTATION

Our consolidated financial statements include the assets, liabilities and operating results
of our wholly-owned subsidiaries, Forbes Research & Manufacturing Inc., Forbes Medi-Tech
Capital Inc., Forbes Medi-Tech (USA) Inc., and our 50% joint venture interests in Phyto-Venture
LLC ("Phyto-Venture”) and Phyto-Source LP (“Phyto-Source”). We account for our interests
in PhytoVenture and Phyto-Source using the proportionate consolidation method. Material
inter-company batances and transactions have been eliminated in these consolidated financial
statements. During 2005, Forbes Medi-Tech Capital Inc., an inactive subsidiary, was wound up.

RESULTS OF OPERATIONS

Selected Annual Information
The following table summarizes our results of operations and selected financial information for
the years ended December 31, 2005, December 31, 2004 and December 31, 2003.

Summary:
{mitlions of $ except per share values and number of shares)
Year ended Year ended Year ended
Dec 31 2005 Dec 31 2004 Dec 31 2003
Revenues S 21.0 $ 17.6 $ 14.3
Expenses (31.9) (24.7) : (18.6)
Other income - - 22
Income taxes (2.4) 0.9) =
Net loss S (12.8) $ (8.0) $ (2.1)
Net loss per common share $ (0.38) $ (0.25) $ {0.09)
Weighted average number
of shares 34,057,703 31,945,477 24,449,696
Total assets $ 36.0 $ 38.6 $ 28.4
Total long-term liabilities $ 21 $ 15 $ 2.0
Liability component of preferred
shares $ 2.3 - -
Accumulated deficit $ (78.7) $ (65.9) $ (67.9)

To date, we have focused on the research, development and commercialization of our
phytosterol-based businesses and have incurred annual operating losses since our inception.
We expect to continue incurring operational losses until the earnings from commercialization
of one or more of our products exceed the costs of research and development, administration
and other expenses.

REVENUES
Summary:
{millions of $ except per share values)
Year ended Year ended Year ended

Dec 31 2005 Dec 31 2004 Dec 31 2003
Phytosterol sales $ 20.3 $ 17.0 $ 13.9
Licensing 0.2 0.2 0.2
Phytosterol revenues 20.5 17.2 14.1
interest and other 05 0.4 0.2
Total revenues $ 21.0 $ 17.6 $ 14.3

Fiscal 2005 compared lo Fiscal 2004

Total revenues, including interest income, for the fiscal year ended December 31, 2005 were
$21.0 million compared with $176 million for the fiscal year ended December 31, 2004, an
increase of 19%. This increase was due to increases in both sales of Reducol™ by Forbes and
sales by Phyto-Source of Phyto-S-Sterols.
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FORBES MEDI-TECH INC

MANAGEMENT'S DISCUSSION AND ANALYSIS

Year ended December 31, 2005 (All amounts following are expressed in thousands of Canadian Dollars unless otherwise indicated)

The sale of our interest in Phyto-Source in March 2006 will not have any direct effect on our future
R&D expenditures.

General and administrative General and administrative expenditures (“G&A”) for fiscal year
2005 totaled $5.7 million, compared with $6.2 million in fiscal year 2004 and with $4.9 million in
fiscal year 2003. By type of costs incurred, G&A for 2005 consists of professional services - $1.4
million (2004 - $2.1 million, 2003 - $1.3 miillion), salaries and benefits - $1.7 million (2004 - $1.2
million, 2003 - $1.1 million); travel - $0.4 million (2004 - $0.3 million, 2003 - $0.2 million); occupancy
costs - $0.2 million (2004 - $0.2 million, 2003 - $0.2 million); and operations - $1.8 million (2004 -
$2.0 million, 2003 - $1.6 million). In addition, for the year ended December 31, 2005, we recorded
a foreign exchange loss of $0.2 million (2004 - $0.4 million, 2003 - $0.4 million).

Related party transactions Included in fiscal 2004 professional services are payments for the
termination of a consulting contract resulting in an early payout of $630 thousand, .as per the terms
of the contract. The contract was with a company controlled by Tazdin Esmail, a former director,
pursuant to which the Company paid consulting fees of $75 thousand, in the period ending May
26, 2004, the date of Mr. Esmail’s resignation as a director ($192 thousand for the year ended
December 31, 2003). Included in professional services for the year ended December 31, 2005
were payments for legal services of $246 thousand, made to Cawkell Brodie Glaister LLP, a law
firm of which the Company’s Corporate Secretary, Nancy Glaister, is a partner (May 26, 2004
[date of appointment] to December 31, 2004 - $129 thousand). In the year ended December 31,
2004, the Company paid $12 thousand to Catalyst Corporate Finance Lawyers, a law firm of which
Jim Heppell, the former Corporate Secretary of the Company, is a partner ($24 thousand for the
year ended December 31, 2003). Also in the year ended December 31, 2005, the Company
paid to Nitin Kaushal, a director of the Company, $6 thousand ($14 thousand for the year ended
December 31, 2004) ($6 thousand for the year ended December 31, 2003), in consulting fees
for accounting-related services. These transactions are measured at the exchange amount of
consideration established and agreed to by the related parties.

Stock-based compensation Stock-based compensation expense totaled $1.8 million for the
year ended December 31, 2005 compared with $2.8 million for 2004 and with $1.5 mitlion for
2003. Of the $1.8 million of stock-based compensation expense, $1.8 million (2004 - $1.9 million,
2003 - $1.0 million) relates to employee and an insignificant amount (2004 - $0.9 million, 2003
- $0.5 million) to non-employee option grants. The fluctuations in these values are dependent
upon the Company’s stock prices as listed on the TSX at the grant or valuation date, the stock’s
volatility for the option life or vesting term, and the number of options granted in a given period.

Depreciation and amortization (“Amortization”) Amortization expense relates primarily to the
amortization of equipment and intangible assets acquired upon the formation of the Phyto-Source
joint venture. Amortization for the year ended December 31, 2005 totaled $1.8 million compared
with $1.6 million for 2004 and with $2.0 million for 2003. The increase in amortization relates
mainly to the full year of Amortization on the Phyto-Source assets acquired in 2004 for the plant
expansion. For the year ended December 31, 2005, of the total $1.8 million (2004 - $1.6 milfion)
of Amortization, $1.1million (2004 - $1.0 million, 2003 - $0.8 million) pertains to depreciation
of assets and $0.7 million (2004 - $0.6 million, 2003 - $1.2 million) pertains to amortization of
our technology licenses. Our technology is being amortized over ten years. (see “Subsequent
Events” above.)

As part of its contribution to the Phyto-Source joint venture, Chusei assigned to Phyto-Source a
supply agreement with a certain customer. Our proportionate share in the amount of $1.53 million
was fully amortized by December 31, 2003.

INGOME TAXES

The income tax expense of $2.4 million recorded for the year ended December 31, 2005 (2004
- $0.9 million, 2003 - $nil) relates to estimated current and future income taxes on the operating
income earned from our United States Phyto-Source joint venture operations. The current year
expense consists of current income tax expense of $1.6 million and $0.8 million of future income
tax expense. In 2004, the expense related to current income tax expense. No benefit has been
recorded for operating losses and temporary differences arising in the current period or prior year
by our Canadian operations since the utilization of these amounts is not considered to be more
likely than not.

QUARTERLY FINANGIAL INFORMATION

(millions of $ except per share amounts) (unaudited)

2005 2004
1 L] Q3 a2 at Q4 Q3 Q2 Q1
Revenues $ 36 $ 60 § 67 $ 478 57 $ 54 $ 32 $ 33
Net loss $ @425 (2998 32 $ @55 22 $ an $ @4 $ 07
Net loss per
share, basic !

and fully diluted '$ (0.13) $ (0.09) $ (0.09) $ (0.07) |$ (0.06) $ (0.05 $ (0.08) $ (0.06)

Revenues over the most recent eight quarters include primarily the revenues from sales of the
Company’s nutraceutical products, Reducol™ and Phyto-S-Sterols.

Net loss over the most recent eight n:m:mﬁm has been affected largely by the following
significant events.

Q2/2004 - As stated under “General and Administrative” above, included in general and
administrative expenses for this quarter was a payment of $630 thousand in respect of the
termination of a consulting contract.

R&D expenditures have been on the increase as we continue to develop FM-VP4, and explore
new drug candidates within the VPx Library of Compounds. For the eight quarters outlined above,
the R&D expenditures included are as follows: Q1/2004 - $0.9 million; Q2/2004 - $0.8 miltion,
Q3/2004 - $1.3 million, Q4/2004 - $1.7 n, Q1/2005 - $2.0 m
Q3/2005 - $2.4 million, Q4/2005 - $2.5 million.

Included in net loss are amounts relating to stock option compensation expense for employees
and non- an_o<mmm of Forbes. The q_m:_‘mm included are as follows; Q1/2004 - $1.0 million;

Q2/2005 - $0.6 million, Q3/2005 - $0.3 million, Q4/2005 - $0.4 million. The fluctuations in these
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FORBES MEDI-TECH INC

MANAGEMENT’S DISCUSSION AND ANALYSIS

.

Year ended December 31, 2005 (All amounts following are expressed in thousands of Canadian Dollars unless otherwise indicated)

indebtedness of Phyto-Source to the Amegy Bank has been paid. As a condition of the sale of
our interest in the Phyto-Source joint venture, the US$1.0 miflion was repaid to us in February
2006 (See “Subsequent Events’, above).

In fiscal 2005, financing activities provided $5.1 million of cash compared with $14.1 million in
2004 and $6.9 million in 2003. In November 2005, we completed a private placement, which
contributed US$6.0 million (Cdn$7.0 million, before $0.8 million of share issue costs). Funds
used in financing activities were primarily used for repayment of loans and capital leases by
Phyto-Source. In fiscal 2004, financing activities consisted primarily of a private placement
financing completed in January of 2004 in the amount of US$10.7 million (Cdn$12.9 million, net).
In fiscal 2003, financing activities included a private placement financing completed in September
of 2003 in the amount of US$4.8 million (Cdn$6.6 million, net) and Phyto-Source securing a
US$3.0 million loan (our 50% joint venture interest — US$1.5 million, Cdn$2.0 million) with the
Amegy Bank.

After taking into consideration the proceeds of sale of our interest in Phyto-Source in March,
2006, our planned research and development expenditures in both the pharmaceutical and
nutraceutical areas and assuming we do not incur any unanticipated expenses, we consider that
our working capital will be sufficient to finance operations through fiscal 2007 We will continue to
seek additional funding, primarily by way of equity offerings, to carry out our business pian and to
minimize risks to our operations. The market, however, for equity financings for companies such
as ours is challenging, and there can be no assurance that additional funding by way of equity
financing will be available. The failure to obtain additional funding on a timely basis may result in
our having to reduce or delay one or more of our planned research, development and marketing
programs and reducing related personnel, any of which could impair the current and future value
of the business. Any additional equity financing, if secured, may resuit in significant dilution to the
existing sharéholders at the time of such financing. We may also seek additional funding from
other sources, including technology licensing, co-development collaborations, and other strategic
alliances, which, if obtained, may reduce our interest in its projects or products. There can be no
assurance, however, that any alternative sources of funding will be available.

FINANCIAL INSTRUMENTS

In November 2005, we completed a Private Placement raising US$6.0 million (Cdn$7.0
million, before financing costs of Cdn$0.8 million) resulting from the issuance of 6,000 Series
B Convertible Preferred Shares with 1,818,182 warrants attached. The Series B Convertible
Preferred Shares are convertible at any time, at the option of the holder, without further
consideration, into a total of 3,636,363 common shares, at a rate of US$1.65 per common share,
subject to adjustment (approximately Cdn$1.93 per common share, based on then current
exchange rates). The Series B Convertible Preferred Shares mature on October 27, 2008, at
which time the Company has the option to redeem the shares at their issue price or convert the
Series B Convertible Preferred Shares to common shares at a per share price calculated at 90%
of the date of maturity market price.

While the legal form of this financial instrument is that of preferred shares, due to the mandatory
redemption on October 27, 2008, the substance of the instrument is that of a financial liability. For
accounting purposes, these shares are considered to have both a debt and equity component.

The equity component of $2.5 million is recorded in contributed surplus and relates to the fair
value of the detachable warrants and to the embedded conversion feature. The proceeds from
the issuance of the preferred shares with detachable warrants are allocated to the warrants
issued and the embedded conversion feature based on their fair values, and the remaining value
of $2.3 million is recorded as a liability. The carrying value of the liability portion is being accreted
to its retraction value of $4.1 million, over a period from the date of issuance to its maturity date
on October 27, 2008, or until conversion of the preferred shares into common shares. Interest
accretion is charged to the statement of operations as interest expense. Of the total financing
costs of $1.2 million, $0.8 million was charged to shareholders equity and $0.4 million was
capitalized as capitalized financing fees in intangible and other assets and is amortized over a
period from the date of issuance to its maturity date under the effective yield method and charged
to the statement of operations as financing fees.

Fair value of financial instruments:

Carrying values of our financial instruments, including cash and cash equivalents, short-term
investments, accounts receivable, accounts payable and accrued liabilities, and long-term debt
which includes demand and term loans and notes payable, approximate fair value due to their
short terms to maturity. It was not practicable to estimate the fair value of the convertible preferred
shares, as they are not publicly traded or quoted and an active and liquid market does not exist
for investments with similar terms, risks and other features. The carrying value of the tenure
allowance is equal to its fair value being the present value of future payments discounted at the
current market rate of interest.

CONTRACTUAL OBLIGATIONS

The foliowing table sets out our known contractual obligations as specified in the table as of
December 31, 2005, our latest fiscal year-end balance sheet.

As at December 31, 2005 (millions of Cdn$)
Payments due by period

Total Lessthan  More than

1year 2-3years 4-5 years 5 years
Demand loans (i) $ 0.3 $ 03 - - -
Capital Leases (i) 0.4 01 $02 $ 0.1 -
Operating lease obligations (i) 0.2 0.1 0.1 - -
Operating lease obligations (iv) 14 03 0.6 05 -
Research and development contracts (v) 2.7 2.6 0.1 - -
Total $ 5.0 $34 $1.0 $ 0.6 -

(i) Our 50% joint venture interest in Phyto-Source term loan and revolving line of credit (See “Loan Commitments,
Capital Lease and Guarantees”, above) (See “Subsequent Events”, above)

{iiy Our 50% joint venture interest in Phyto-Source capital leases (See “Loan Commitments, Capital Lease and
Guarantees”, above) (See “Subseguent Events”, above)

iify Our 50% joint venture interest in Phyto-Source operating leases of postage meter, forklifts and railcars (See
"Subsequent Events”, above)

{iv) Operating teases comprise our long-term leases of rental properties, photocopiers, and postage meter
(v) Research and development contracts commitments refate to R&D projects initiated via contract or agreement;
payment of commitments is executed when the relevant work is completed as per contract or agreement
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FORBES MEDI-TECH INC

MANAGEMENT’S DISCUSSION AND ANALYSIS

Year ended December 31, 2005 (All amounts following are expressed in thousands of Canadian Dollars unless otherwise indicated)

2005 as a result of the conversion of 5,600 Series B Convertible Preferred shares into 3,393,939
common shares. The balance of the Series B Conventible Preferred Shares are convertible at any
time, at the option of the holder, without further consideration, into a total of 242,424 common
shares, at a rate of US$1.65 per common share, subject to adjustment. The Series B Convertible
Preferred Shares mature on October 27, 2008, at which time the Company has the option to
redeem the shares at their issue price or convert the Series B Convertible Preferred Shares
to common shares at a per share price calculated at 90% of the date of maturity market price.
The number of options outstanding under our 2000 Stock Option Plan as of March 29, 2006
was 4,725,708 and has decreased by 167,000 since December 31, 2005 due to the granting of
an additional 45,000 options less the exercise of 10,000 options, the expiry of 122,500 options
and the cancellation of 79,500 options. These options entitle the holders to purchase a total of
4,725,708 common shares at varying prices.

In addition, we have 4,398,935 warrants outstanding of which 636,927 entitle the holders to
purchase up to 636,927 common shares at a price of US$1.85 per share (expiring on September
4, 2006), 1,689,281 entitle the holders to purchase up to 1,689,281 common shares at a price of
US$2.40 per share (expiring on January 6, 2007) and 2,072,727 entitle the holders to purchase
up to 2,072,727 common shares at a price of US$2.06 per share (expiring on October 26, 2010).
All such warrants may be exercised on a cashless basis at the option of the holder. Also, we may
be required to issue to the University of British Columbia (“UBC”) 25,000 common shares under
certain circumstances, pursuant to our remaining 1995 technology license with UBC. Finally,
we have adopted a Share Rights Plan pursuant to which rights to purchase common shares of
the Company at a substantial discount to market may be issued to certain shareholders in the
event of certain types of take over bids or an acquisition of control (20% or more) under certain
circumstances.

DISCLOSURE CONTROL REVIEW

The Chief Executive Officer and Chief Financial Officer of the Company have evaluated the
effectiveness of the Company's disclosure controls and procedures as of the 12 month period
ended December 31, 2005 and have concluded that such disclosure controls and procedures are
effective as of the end of such period.

Additional information relating to Forbes, including our Annual Information Form, can be found on
SEDAR at www.sedar.com.

FORWARD LOOKING STATEMENTS AND RISK FACTORS
THAT MAY AFFECT FUTURE RESULTS

This Management’s Discussion and Analysis contains forward-looking statements. Forward-looking statements are statements
that are not historical facts, and include financial projections and estimates and their underlying assumptions; statements
regarding plans, objectives and expectations with respect to future sales, revenue, financings, operations, parnerships,
products, services and research & development; the impact of regulatory initiatives on our operations; our share of new and
existing markets; general industry and macroeconomic growth rates and our performance relative to them and statements
regarding future performance. Forward-looking statements generally are identified by the words “forecasting”, “vision”, “to

develop”, "plans”, “anticipate”, “objective”, “expected”, “expects”, “potential”, “continues” “revenue guidance”, “next”, “intend”,
and similar expressions or variations thereon, by reference to future dates or events, or that events or conditions “‘may,”
“could” or “should” occur. Forward-looking statements are statements about the future and are inherently uncertain, and
actual achievements by us and other results and occurrences may differ materially from those reflected in the forward-looking
statements due to a variety of risks, uncertainties and other factors, some of which are listed below. Forward-looking statements
are based on the beliefs, opinions and expectation of our management at the time they are made, and we do not assume any
obligation to update our forward-looking statements.

ey

We are subject to significant risks and past performance is no guarantee of future performance. We cannot predict alf of the risk
factors, nor can we assess the impact, if any, of such risk factors on our business or the extent to which any factor, or combination
of factors, may cause actual results to differ maierially from those projected in any forward-looking statements. Accordingly,
forward-looking statements should not be refied upon as a prediction of actual results. The following offers a brief overview of
some of the risk factors to be considered in relation to our business. This list is not exhaustive, as we operate in a rapidly changing
business environment, and new risk factors emerge from time to time:

s Need for Additional Funds As at December 31, 2005, we had a cumulative deficit of $78.7 million. We will be expending
substantial funds in 2006 and beyond. We helieve our existing capital resources are adequate to fund our current plans for
research and development and operating activities through fiscal 2007. We may need to obtain additional financing prior to
that time. We will continue to seek additional funding, primarily by way of equity offerings, to carry out our business plan
and to minimize risks to our operations, and to provide us with necessary capital to continue our operations. The market,
however, for equity financings for companies such as ours is challenging, and there can be no assurance that additional
funding by way of equity financing will be available. The failure o obtain additional funding on a timely basis may result in
our having to reduce or delay one or more of our planned research, development and marketing programs and reducing
related personnel, any of which could impair the current and future value of the business. Any additional equity financing,
if secured, may result in significant dilution to the existing shareholders at the time of such financing. We may also seek
additional funding from other sources, including technology licensing, co-development collaborations, and other strategic
alliances, which, if obtained, may reduce our interest in its projects or products. There can be no assurance, however, that
any alternative sources of funding will be available.

* Dependence Upon a Few Customers and Products We expect that most of our revenue for 2006 will be earned
from sales fo a few customers. Any material change in the relationship with such customers, the customer's projected
dernands for our products, or the ability of such customers to meet their contractuat obligations may negatively impact our
business and operations.

» Development and Commercialization of Pharmaceutical and Nutraceutical Products To achieve sustained,
profitable operations, we must successfully develop, obtain regulatory approvals for, and profitably manufacture and market
one or more of its products. While we are marketing our phytosterols, sales have only commenced in recent years and such
products are still refatively new on the market. The development and commercialization of new products is subject to a
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FORBES MEDI-TECH INC

MANAGEMENT’S STATEMENT OF RESPONSIBILITY
Year ended December 31, 2005

FORBES MEDI-TECH INC

AUDITORS’ REPORT TO THE SHAREHOLDERS

The management of Forbes Medi-Tech, Inc. is responsible for the preparation of the accompanying
consolidated financial statements and the preparation and presentation of information in the
Annual Report. The consolidated financial statements have been prepared in accordance with
accounting principles generally accepted in Canada and are considered by management to
present fairly the financial position and operating results of the Company.

The Company maintains various systems of internal controls to provide reasonable assurance
that transactions are appropriately authorized and recorded, that assets are safeguarded and that
financial reports are properly maintained to provide accurate and reliable financial statements.

The Company’s audit committee is comprised entirely of non-management directors and is
appointed by the Board of Directors annually. The committee meets periodically with the Company’s
management and independent auditors to review the consolidated financial statements and the
independent auditors’ report. The audit committee reported its findings to the Board of Directors,
which has approved the consolidated financial statements.

The Company’s independent auditors, KPMG LLP, have examined the consolidated financial
statements and their report follows. )

Charles A. Butt
President and Chief Executive Officer

David Goold, CA
Chief Financial Officer

We have audited the consolidated balance sheets of Forbes Medi-Tech, Inc. as at December 31,
2005 and 2004 and the consolidated statements of operations and deficit and cash flows for each
of the years in the three-year period ended December 31, 2005. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to express
an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards established by the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free from
material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of the Company as at December 31, 2005 and 2004 and the
results of its operations and its cash flows for each of the years in the three-year period ended
December 31, 2005 in accordance with Canadian generally accepted accounting principles.

ANV

Chartered Accountants
Vancouver, Canada
March 10, 2006, except for note 20 which is as of March 14, 2006
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FORBES MEDI-TECH INC FORBES MEDI-TECH INC

CONSOLIDATED STATEMENTS OF OPERATIONS AND DEFICIT CONSOLIDATED STATEMENTS OF CASH FLOWS
December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars)
dollars, except per share amounts)
2005 2004 2003 2005 2004 2003
Revenue: Cash provided by (used in):
Sales $ 203714 $ 17046 $ 13,909 Operations:
Licensing 153 151 208 Loss for the year $(12,806) § (8014 $ (2150
Phytosterol revenues 20,527 7,197 14,117 ﬁznamﬂ% %MOQD_OL o%mﬁwmmﬁ% year
0 cas| ions:
Interest and other 479 374 150 Depreciation and amortization 1,800 1,635 2,044
21,006 17,571 14,267 ; t 851
Expenses: Future income taxes - -
Cost of et d Amortization of deferred license revenues (151) (151) (141)
0t of sales, marketing an Amortization of capitalized financing fees 17 - -
product development 11,802 9340 - 8,199 Gain on divestiture of technology - - (2,247)
Research and development 10,242 4,676 2,070 L0ss (gain) on disposal of fixed assets (15) 4 (38)
General and administrative 5,738 6,195 4,892 Accretion of interest 74 - -
Depreciation and amortization 1,800 1,635 2,044 Write-down of leaseholds and assets - - 29
Stock-based compensation {note 10(i) 1,776 2.838 1,459 Stock-based compensation 1,776 2,838 1,459
31,358 24,684 18,664 License fee paid in shares - 49 -
Foreign exchange translation (4) 22) 131
— ) . (8,458) (3,661) 913)
Gain on divestiture of technology - - (2,247) Net change in non-cash operating
items (note 13) {945) {840) (3,820)
Loss for the year before taxes (10,352) 7.113) (2,150) (9,403) 4,501 (4733
Investments:
Acquisition of property, plant and equipment (648) (1,445) (1,087)
Income taxes (note 17(aj) Acquisition of intangible and other assets - - {49)
Current income taxes 1,606 901 - Acquisition of license a1 _ _
Future income taxes 848 = - Collection of loan receivable from
2,454 901 - Phyto-Source LP - - 2,369
Proceeds on disposal of fixed assets 187 . 48 763
Loss for year (12,806) (8,014) {2,150) Proceeds on divestiture of technology - 1,230 1,189
Short-term invesiments 6,018 4,733 (1,285)
Deficit, beginning of year (65,937) (57,923) (65,773) 5,546 (4,900) 1,900
Financing:
Deficit, end of year $ (78,743) $ (65937 $ (57,923 Issuance of common shares 301 1,473 7,779
Issuance of preferred shares, net of share
Basic and diluted loss per share (note 12) $ (038 $ 02 § (009 issue Costs 6,221 12,910 -
Issuance of special warrants - - (887)
Repayment of notes payable (686) (150) (1,151)
Repayment of capital lease obligations (135) (70 -
) ! o Increase in term loan - - 2,078
See accompanying notes to consolidated financial statements. R epayment of term loan Amenv Am bwv Ammd
Increase in line of credit - 602 -
Repayment of line of credit (602) = -
5,117 14,118 6,932
— Increase in cash and cash equivalents 1,260 4717 4,099
Cash and cash equivalents, beginning of year 9,229 4,512 413
Cash and cash equivalents, end of year S 10,489 $ 9229 $ 4512
| Supplementary information (note 14)
| See accompanying notes to consolidated financiat statements.
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FORBES MEDI-TECH INC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars, except share and per share amounts)

®

(m)

License fees and royalty advances are deferred and amortized over the life of the
relevant agreements.

Cost of sales, marketing and product development:

Cost of sales, marketing and product development include all costs pertaining to the sales
of marketable nutraceutical and pharmaceutical end-products, all costs related to identifying
and developing a market for the Company’s products, costs related to the manufacturing
development and upscaling of the Company’s product lines until a market has been
established and the products are sold, and any write-down of start-up inventory to net
realizable value.

Government assistance:

Government assistance is accounted for using the cost-reduction method, whereby the
benefit is recognized as a reduction in the cost of the related asset or expenditure when
there is reasonable assurance the government assistance will be received. During the
year ended December 31, 2005, the Company received $101 (2004 - $45) of government
assistance which has been offset against research and development expense.

Income taxes:

Income taxes are reported using the asset and liability method, whereby future income
tax assets and liabilities are recognized for the future tax consequences attributable
ifferences between the financial statement carrying amounts of existing assets and
liabilities and their respective tax bases, and operating loss and tax credit carry forwards.
Income taxes are recorded based on enacted or substantially enacted income tax rates. A
valuation allowance is recorded for the portion of the future income tax assets for which the
realization of value is not considered to be more likely than not.

Foreign currency translation:

The Company's functional and reporting currency is the Canadian dollar. The Company’s
foreign subsidiaries are integrated foreign operations which monetary assets and liabilities
denominated in US dollars are translated into Canadian dollars at the rates of exchange in
effect at the balance sheet date; non-monetary assets and liabilities at the rate in effect on
the transaction date; and revenues and expenses at the average rate for the period. Gains
and losses on translation are included in results from operations.

Use of estimates:

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets, particularly the recoverability of accounts receivable, property, plant
and equipment and intangible and other assets, and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from these estimates.

Common shares to be issued contingent upon future sales:
Under the UBC license agreements (note 11(c)) certain common shares of the Company
may be issued at a future date contingent upon future sales. The Company follows a policy

(o)

(P)

(a)

"

of attributing no value to these shares until the obligation for issuance exists, and at that time
will value the shares at their market value on issuance.

Fair value of financial instruments:

Carrying values of the Company’s financial instruments, including cash and cash equivalents,
short-term investments, accounts receivable, accounts payable and accrued liabilities, and
long-term debt which includes demand and term loans and notes payable, approximate fair
value due to their short terms to maturity. It was not practicable to estimate the fair value of
the convertible preferred shares, as they are not publicly traded or quoted and an active and
liquid market does not exist for investments with similar terms, risks and other features. The
carrying value of the tenure allowance is equal to its fair value being the present value of
future payments discounted at the current market rate of interest.

Loss per share:
Basic loss per share is computed by dividing net loss by the weighted average number of
common shares outstanding during the reporting period.

Diluted loss per share is computed similar to basic loss per share except that the weighted
average shares outstanding are increased to include additional shares from the assumed
exercise of stock options and warrants, if dilutive. The number of additional shares is
calculated by assuming that outstanding stock options and warrants were exercised and
that the proceeds from such exercises were used to acquire shares of common stock at
the average market price during the reporting period. As the Company has incurred a loss
for each period presented, all stock options and warrants are anti-dilutive and have been
excluded from the weighted average shares outstanding.

Deferred share issue costs:

Share issue costs associated with the liability component of the redeemable Convertible
Preferred Shares are recorded at cost, and are deferred and amortized on the effective
interest rate method over a period beginning from the date of issuance to the redemption
date. Upon conversion of the preferred shares into common shares, any unamortized
balance will be charged to share capital. Share issuance costs incurred in connection with
the issuance of the share capital are deferred and netted against the proceeds when the
related shares are issued.

Accretion in carrying value in preferred shares:

The carrying value of the liability component of the redeemable Convertible Preferred
Shares are accreted to the estimated redemption value using the effective yield method
through charges to income over the period up to the redemption date.
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FORBES MEDI-TECH INC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars, except share and per share amounts)

2005 2004 2003

Cash Flow
Operating activities $ 8,432 $ 4,030 $ 2,163
Financing activiti (207) 587 (1,063)
Investing a (339) (1,162) (1,036)
Distributions to partners (7,396) (2,821) -
Increase in cash flow $ 490 $ 634 $ 64

(b) As a result of the formation of the Phyto-Source joint venture, in August 2002, the Amqui
pilot facility was sold to a third party for a total of $1,631. On closing, Forbes received
proceeds of $332, net of transaction costs and a note receivable of $1,200 repayable in one
payment of $350 plus interest on May 2003, with the remainder paid by monthly installments
beginning September 2002 and ending August 2009. As at December 31, 2005, a total
amount of $493 (short-term $123; long-term $370) (December 31, 2004 - $672 (short-term
$nil; long-term $672)) remains outstanding.

7. Intangible and other assets:

Accumulated Net book

2005 Cost amortization value
Technology $ 6,655 $ (2,933) $ 3,722
Other 46 (27) 19
6,701 (2,960) 3,741

Long-term receivable (note 7(a)) 583
Note receivable, long-term portion (note 6(b)) 370
Tenure aflowance 268
Capitalized financing fees 383
$ 5,345

Accumulated Net book

2004 Cost amortization value
Technology $ 6,655 $ 2,251) $ 4,404
Other 35 (18) 17
6,690 (2,269) 4,421

Long-term receivable (note 7(a)) 602
Note receivable, fong-term portion (note 6(b)) 672
Tenure allowance 228
$ 5923

(a) The long-term receivable represents the long-term balance of US$1,000 (Company’s 50%
joint venture interest — US$500, Cdn$583) (2004 — US$1,000 (Company’s 50% joint venture
interest — US$500, Cdn$602)) of the amount due to the Company from the joint venture
partner for amounts loaned by the Company to the joint venture under the Agreements (see
note 6(a)). Interest is charged on the loan equal to prime rates.

8. Accounts payable and accrued liabilities:

2005 2004
Trade payables $ 3,812 $ 1922
Other payables 1,223 933
$ 5,035 ‘§ 2,855

9. _.o.:m.»m_.s.. debt:
2005 2004
Phyto-Source term loan $ 291 $ 903
Phyto-Source fine of credit - 602
Phyto-Source capital lease obligations 443 579
Promissory note - 66
Other 5 18
739 2,168
Current portion 409 1,405
$ 330 $ 763

In August 2003, Amegy Bank advanced loan proceeds to Phyto-Source under a US$3,000,
three-year term loan at a fixed interest rate of 6%. Amegy Bank also established a US$1,500
revolving line of credit for Phyto-Source. Re-payment of the term loan and any funds drawn on
the line of credit are the responsibility of Phyto-Source, secured against its assets and guaranteed
by Phyto-Source’s joint venture partners, Forbes USA and Chusei USA (see note 6(a)). As at
December 31, 2005 a balance of US$500 (Company’'s 50% joint venture interest — US$250,
Cdn$291) remains outstanding on the Phyto-Source term loan with the Amegy Bank, all of which
is classified as short term. In addition, the balances drawn on revolving line of credit have been
repaid during the year, and as at December 31, 2005, $nil is outstanding. The line of credit bears
interest at a floating rate of prime minus 0.5%, calculated daily, and unless extended, any balance
drawn on the facility, is repayable in full on July 31, 2006.

in December 2003, the Company announced the expansion of the Phyto-Source joint venture
manufacturing facility. A portion of new equipment cost has been financed by the Amegy Bank by
way of a capital equipment lease, which is guaranteed by the joint venture pariners, Forbes USA
and Chusei USA. The 60-month lease term began in August 2004 at a fixed interest rate of 7.96%.
As at December 31, 2005, a balance of US$760 (Company’s 50% joint venture interest - US$380,
Cdn$443) remains outstanding on the capital lease obligation, and US$194 (Company's 50%
joint venture interest — US$97, Cdn$113) is classified as short term and the balance, long-term.
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FORBES MEDI-TECH INC

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars, except share and per share amounts)

In November 2005, the Company completed a Private Placement raising US$6,000 (Cdn$7,022,
before financing costs of Cdn$801) resulting from the issuance of 6,000 Series B Convertible
Preferred Shares with 1,818,182 warrants attached. The Series B Convertible Preferred Shares
are convertible at any time, at the option of the holder, without further consideration, into a total
of 3,636,363 common shares, at a rate of US$1.65 per common share, subject to adjustment
(approximately Cdn$1.93 per common share, based on then current exchange rates). The
Series B Convertible Preferred Shares mature on October 27, 2008, at which time the Company
has the option to redeem the shares at their issue price or convert the Series B Convertible
Preferred Shares to common shares at a per share price calculated at 90% of the date of
maturity market price.

While the legal form of this financial instrument is that of preferred shares, due to the mandatory
redemption on October 27, 2008, the substance of the instrument is that of a financial liability. For
accounting purposes, these shares are considered to have both a debt and equity component.
The equity component of $2,481 is recorded in contributed surplus and relates to the fair value
of the detachable warrants and to the embedded conversion feature. The proceeds from the
issuance of the preferred shares with detachable warrants are allocated to the warrants issued
and the embedded conversion feature based on their fair values, and the remaining value of
$2,341 is recorded as a liability. The carrying value of the liability portion is being accreted to its
retraction value of $4,064, over a period from the date of issuance to its maturity date on October
27, 2008, or until conversion of the preferred shares into common shares. Interest accretion is
charged to the statement of operations as interest expense. Of the total financing costs of $1,238,
$839 was charged to shareholders equity and $399 was capitalized as capitalized financing fees
in intangible and other assets and is amortized over a period from the date of issuance to its
maturity date under the effective yield method and charged to the statement of operations as
financing fees.

(e) Other private placements:

On January 6, 2004, the Company raised US$10,750 (Cdn$13,747 before financing costs
of Cdn$837) by way of a Private Placement, resulting in the issuance of 5,375,000 Series A
Convertible Preferred Shares at a price of US$2.00 per share (approximately Cdn$13,747
and Cdn$2.76 per share, based on then current exchange rates), with 1,612,500 warrants
attached (note 10(f})). Each Series A Convertible Preferred Share was convertible at the
option of the holder for no further consideration into one common share. Each warrant
entitles the holder to purchase one common share of the Company at US$2.40 for three years
from the date of closing. On April 22, 2004, all 5,375,000 outstanding Series A Convertible
Preferred Shares were converted by the Company for no additional consideration, into
common shares on a 1-to-1 basis.

(f)  Share purchase warrants:
As part of a September 2003 Private Placement, approximately 1.2 million warrants were
issued. Each warrant entitles the holder to purchase one common share of the Company at
US$1.85 for three years from the date of closing, and may be exercised on a cashless basis
at the option of the holder. As at December 31, 2005, 538,721 warrants were exercised on
a cashless basis resulting in the issuance of 413,358 common shares and 47600 warrants
were exercised for cash proceeds of $119 resuiting in the issuance of 47,600 common
shares. A total of 254,458 broker’s warrants were also issued in connection with the

placement. The broker’s warrants have the same terms as the warrants issued to investors.
As at December 31, 2005, 231,074 brokers’ warrants were exercised on a cashless basis
resulting in the issuance of 155,621 common shares; and 1,000 brokers' warrants were
exercised for cash proceeds of $3 resulting in the issuance of 1,000 common shares.
A balance of 614,543 warrants and 22,384 brokers’ warrants remain outstanding as at
December 31, 2005 and expire on September 4, 2006.

As part of the January 6, 2004 Private Placement, 1,612,500 warrants were issued. Each
warrant entitles the holder to purchase one common share of the Company at US$2.40
for three years from the date of closing. The warrants may be exercised on a cashless
basis at the option of the holder. In connection with this private placement, the Company
also issued to affiliates of a US registered broker, warrants exercisable to acquire 146,250
common shares as an advisory fee. As at December 31, 2005, 69,469 broker’s warrants
had been exercised on a cashless basis resulting in the issuance of 36,518 common
shares. A balance of 1,612,500 warrants and 76,781 brokers’ warrants remain outstanding
as at December 31, 2005 and expire on January 6, 2007,

As part of the November 2005 Private Placement, 1,818,182 warrants were issued. Each
warrant entitles the holder to purchase one common share of the Company at US$2.06,
subject to adjustment, for five years from the date of closing. The warrants may be exercised
on a cashless basis at the option of the holder. The Company also issued 254,545 brokers’
warrants, which have the same terms as the warrants issued to the investors. A balance of
1,818,182 warrants and 254,545 brokers’ warrants remain outstanding as at December 31,
2005 and expire on October 26, 2010.

Option Plan:

Under the 2000 Stock Option Plan, the Company may grant options to its employees,
officers, directors, and consultants (optionees) for up to 5,000,000 shares of common stock.
At the Company’s 2004 Annual General Meeting on May 26, 2004, shareholders approved
an amendment to the Company's 2000 Stock Option Plan increasing the number of shares
reserved under it to 6,000,000, including 1,453,375 common shares to replace common
shares previously issued under the Plan. Options are usually granted at the hire date of
employees, officers, and directors, the commencement date of services of consultants, or at
the discretion of the Board of Directors. Under the 2000 Plan, options vest at the discretion
of the Compensation Committee, and the majority of outstanding options vest on a semi-
annual basis over a two year period. Options granted to directors vest as of the grant date.
The exercise price of each option equals the market price of the Company’s stock on the
day prior to the date of grant and an option's maximum term is ten years. No individual may
receive options on more than 5% of the aggregate number of common shares issued and
outstanding at the date of grant.
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FORBES MEDI-TECH INC

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian doliars, except share and per sharc amounts)

("AD") and Androstadienedione (“ADD”). Under the two sets of license agreements,
the Company issued a total of 50,000 shares in fiscal 1996 and agreed to issue up to an
additional 50,000 shares after the sale of any products derived from these technologies. In
addition, the Company agreed to pay royalties on gross revenues of 1% 1o 1.5%.

(d) Legal claims:
The Company is subject to a legal claim arising from a disagreement with a former
employee. The Company analyzed the legal proceeding and allegations of this claim.
The outcome of this proceeding is not expected to have a material adverse effect on the
Company’s financial position, results of operations or liquidity.

12. Loss per share:

The basic loss per share figures are calculated using the weighted average number of shares
outstanding during the year of 34,057,703 (2004 - 31,945,477, 2003 ~ 24,449,696).

13. Net change in non-cash operating items:

2005 2004 2003
Accounts receivable $ 1,863 $  (1,446) $ 759
Inventories (2,639) {200) 443
Prepaid expenses and deposits (2,579) 134 211
Accounts payable and accrued liabitities 2,180 522 (2,634)
Deferred revenues {193) 193 442
Royalties payable - - (3,155)
Increase (decrease) in tenure allowance 122 (11) 114
Other 301 (32) -
$ (945) $  (840) $ (3,820)
14. Supplementary information:
2005 2004 2003
Supplementary cash flow information:
Interest paid $ 90 $ 147 $ 257
Income taxes paid/(recovered) 1,180 27 3

Non-cash financing and investing activities:
Conversion of preferred shares to common

shares - 12,415 -
Acquisition of assets under capital lease - 630 -
Fair value assigned to brokers’ warrants 438 495 -
Transfer from contributed surplus for

brokers’ warrants exercised - 235 -
Transfer from contributed surpius for .

options exercised 266 494 -

15. Related party transactions:

During the years ended December 31, 2005, 2004 and 2003, the Company paid or accrued to
companies controlled by directors or officers:

2005 2004 2003

Legal fees and share issue costs § 246 $ M4 $ 31
Consulting 6 719 198
S 252 $ 860 $ 229

These transactions are in the normal course of operations and are measured at the exchange
amount of consideration established and agreed to by the related parties. These expenditures are
included in general and administrative expenses and in intangible and other assets.

16. Concentration of sales and segmented disclosure:

For the year ended December 31, 2005, a majority of the Company’s revenue was generated from
three customers (year ended December 31, 2004 — three customers). Customer A accounted for
40% (2004 - 42%), Customer B accounted for 30% (2004 - 21%) and Customer C accounted for
16% (2004 - 14%) of revenue. 97% of sales are recorded in the USA and the balance in Europe.

The Company has operated in a single business segment developing, selling and licensing
nutraceutical products to customers in the United States. Revenues consist almost entirely of
sales of nutraceutical products and related license revenues.

Except for the investment in PhytoSource joint venture as of December 31, 2005, 2004 and 2003,
all of the Company’s long-lived assets are located in Canada.

17. Income taxes:

(a) The reconciliation of income tax attributable to operations computed at the statutory tax rates
to income tax expense using a 34.85% (2004 - 35.6%, 2003 - 37.75%) statutory rate is:

2005 2004 2003
tncome tax (recovery) at statutory rates $ (3,608) $ (2532 $ 812
Expenses not deductible for tax purposes 789 1,212 906
Change in valuation allowance 4,522 2,454 779
Unrecognized benefit of share issue costs (152) (254) (284)
Tax rate differences 737 (46) (201)
Non-taxable portion of capital gain - - (445)
QOther 166 67 57
income tax expense $ 2,454 $ 901 $ -
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FORBES MEDI-TECH INC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars, except share and per share amounts)

L

-

(c)

(d)

Condensed balance sheets and statements of operations reflecting the Company's
proportionate interests in its joint venture, in Phyto-Source, are disclosed in note 6(a).

Convertible preferred shares:

Under U.S. GAAPR, the proceeds from the issuance of convertible preferred shares with
detachable warrants are allocated to the fair value of warrants issued and the intrinsic value
of beneficial conversion feature. The remaining proceeds are allocated to debt, which is
accreted to the redemption value of the convertible preferred shares over the maturity
period and is charged to the statement of operations.

Under Canadian GAAP, the proceeds from the issuance of convertible preferred shares with
detachable warrants are allocated to the warrants issued and the conversion feature based
on the fair values. The remaining proceeds are allocated to debt, which is accreted to the
redemption value of the convertible preferred shares over the maturity period. On the date
of conversion of debt to equity, the carrying value of debt is reclassified to equity with no
additional interest accretion.

Share issuance costs:
Under U.S. GAAP, share issuance costs pertaining to the beneficial conversion feature are
recorded as deferred financing costs and are amortized over the maturity period. Under
Canadian GAAP, the share issuance costs pertaining to the beneficial conversion feature
are charged to equity.

Impact of differences:

(i) Consolidated statement of operations m:.a deficit:

2005 2004 2003

Net loss in accordance with

Canadian GAAP S (12,806) $ (8,014 % (2,150)
Difference in employee stock based

compensation {note 19 (a)) 1,767 1,953 1,090
Difference in interest accretion and amortization

of capitalized financing fee (notes 19 (c) and (d)) (23) ~ -
Net loss and comprehensive loss in accordance

with United States GAAP {11,062) {6,061) (1,060)
Deficit, beginning of year, United States GAAP (64,291) (58,230) (57,170
Deficit, end of year, United States GAAP $§ (5353) % (64291 § (68,230)
Weighted average number of shares

outstanding 34,057,703 31,845,477 24,449,690
Basic and diluted loss per share $ 032 3% (019 § (0.04)

0

(i) Consolidated balance sheet:

2005 2004
Canadian United States Canadian United States
GAAP GAAP GAAP GAAP
Current assets $ 18,274 $ 18,274 $ 19,677 $ 19,677
Capital assets 12,356 12,356 12,989 12,989
Intangible and.other assets 5,345 5,855 5,823 5,923
Current and Long-term
liahilities 7,552 7,952 6,132 6,132
Liahitity component of
Preferred Shares 2,341 2,268 - -~
Shareholders' equity:
Comman Shares 94,790 93,827 94,223 93,512
Contributed Surplus 7,554 5,710 4171 3,236
Equity component of
Preferred Shares 2,481 2,481 - ~
Deficit (78,743) (75,353) {65,937) (64,291)

Pro forma stock compensation disclosures:

For United States GAAP purposes, the Company applies the disclosure provisions of
Statement of Financial Accounting Standards No. 123 (“SFAS 123", “Accounting for Stock
Based Compensation’, for stock options granted to employees. As allowed by SFAS 123,
the Company follows the intrinsic value principles of APB Opinion 25, “Accounting for Stock
Issued to Employees” and related interpretations (APB 25), in measuring compensation
expense for employee options. The application of APB 25 results in no compensation
expense being recognized for stock based compensation plans for employees in the years
ended December 31, 2005, 2004 and 2003 because none of the options were granted with
an exercise price below market price at the date of grant.

The fair value of each option grant to employees is estimated on the date of the grant using
the Black-Scholes option pricing model with the following assumptions:

2005 2004 2003
Expected dividend yield 0% 0% 0%
Expected stock price volatility 96% 112% 146%
Risk-free interest rate 3.5% 31% 3.0%
Term of options 2 years 2 years 2-5 years

The weighted average fair value of the options granted in the year ended December 31,
2005 was $1.20 (December 31, 2004 - $1.72; December 31, 2003 - $1.52). For purposes of
pro forma disclosures, the estimated fair value of the options is amortized to expense over
the options’ vesting period on a straight-line basis. Had recognized compensation expense
for the Company’s stock option plan been determined based on the fair value at the grant
date for awards under those plans consistent with the provisions of SFAS 123 and the
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FORBES MEDI-TECH INC
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003 (Expressed in thousands of Canadian dollars, except share and per share amounts)

20.

estimable. FIN 47 is effective no later than the end of fiscal years ending after December
15, 2005. The Company is currently assessing the impact of FIN 47 on its consolidated
financial statements.

In May 2005, the FASB issued FAS No. 154 "Accounting Changes and Error Corrections
- a replacement of APB Opinion No. 20 and FAS Statement No. 3" FAS 154 requires
an entity to account for the adoption of a new accounting policy by applying the new
principle to prior accounting periods as if the principle had always been adopted, or
“retrospective application” Under existing GAAP, a new principle is not applied to prior
periods; rather, the cumulative effect of the change is recognized in earnings in the petiod
of the change. FAS 154 also carries forward without change the guidance from Opinion
No. 20 for reporting the correction of an error in previously issued financial statements
and the accounting for changes in estimate. The provisions of FAS 154 will be effective
for accounting changes and corrections of errors made in fiscal years beginning after
December 15, 2005. The Company does not expect FAS 154 to have a material impact on
the Company’s consolidated financia! statements.

Subsequent events:

Sale of interest in joint venture:

Subsequent to the year end, the Company received a formal offer and sold to Chusei
Ltd. its 50% membership interest in Phyto-Venture LLC, and its 49.5% limited partnership
interest in Phyto-Source, for US$25,000 (approximately Cdn$28,700). As part of the
transaction, Forbes has agreed not to compete with Phyto-Source in the manufacturing of
wood sterols for 5 years. Concurrently with the sale of its interest in Phyto-Source, Forbes
was repaid the remaining US$1,000 of its original US$4,000 loan, and all guarantees
provided by Forbes USA to Phyto-Source’s lenders for the joint venture’s commercial term
loan, line of credit and capital equipment lease were discharged.

Co,,

At December 31, 2005, discussions regarding the above noted transactions were
underway, though no agreement was reached and Board approval was not obtained until
February 2006.

Condensed balance sheets and statements of operations and cash flow, as at December
31, 2005, of the Phyto-Source joint venture, representing the assets (with the exception of
capitalized Technology with a net book value of $ 1,788 being retained by the Company),
liabilities and operations being disposed of, are included in note 6(a).

Series B Convertible Preferred Share conversions:

Subsequent to December 31, 2005, certain Series B Convertible Preferred Share holders
exercised their conversion rights and 5,450 Series B Convertible Preferred Shares have been
converted resulting in the issue of 3,303,030 common shares. The remaining outstanding
balances of 550 Series B Convertible Preferred Shares are convertible at any time, without
further consideration, into 333,333 common shares.

Disclaimer

This Annual Report is not an offer to seil or a solicitation of an offer to buy securities of Forbes Medi-Tech inc. This Annual
Report has been compiled solely for the purpose of providing a generat overview about the Company's management and
operations in the fast year, and is not to be relied upon for any other purpose, including investment purposes. It is subject to
the more detailed information contained in the Company’s public filings with securities regulatory authorities in Canada and the
U.S., including its fatest Annual Information Form / Form 40-F, which can be found at www.sedar.com and www.sec.gov.

Forward-Looking Statements

This Annual Report contains forward-looking statements. Forward-looking statements are statements that are not historical
facts but instead include financial projections and estimates and their underlying assumptions; statements regarding plans,
goals, objectives and expectations with respect to the Company’s future business and operations, including its research,
development and commercialization activities, and its future products, services, revenue, customers, pariners, suppliers and
sales; the impact of government regulation on the Company’s operations; the Company’s share of new and existing markets;
general industry and macroeconomic market sizes and growth rates and the Company's anticipated performance relative to
them; statements regarding future performance, and other information in future periods. Forward-looking statements can be

"

‘coming years”, “2007", “growing”, objectives”, “believe”, “to
develop”, “new”, “estimated”, “seeking”, “designed”, “next”, “intend”, or the negative thereof or any other variations thereon
or comparable terminology referring to future events or resuits, or that events or conditions “will*, “may”, "could”, “would”, or

“should” occur or be achieved, or comparable terminology referring to future events or results.

Forward-looking statements are statements about the future and are inherently uncertain, and the Company’s actual results
could differ materially from those anticipated in those forward-looking statements due to a variety of risks, uncertainties

and other factors, including, without limitation: uncertainty as to whether FM-VP4 will be further developed and marketed
successfully as a drug or at all; uncertainty whether the (1.5, Phase Il trial will be completed as planned or at all or will

achieve expected results; the need for regulatory approvals, including without fimitation, approvals from the U.S. FDA, which
approvals may nat be obtained on acceptable terms or at all; the need for performance by buyers of the Company’s products;
uncertainty as to whether supply requirements forecasted by the Company’s customers will be ardered and shipped, which is

a key assumption underlying the Company’s revenue guidance; uncertainty as to future volumes of sterol revenues and sales
and the Company's ability to generate projected sales volumes and product prices; the dependency of the Company on a few
customers, uncertainty of the size and existence of a market apportunity for, and market acceptance of, the Company’s products
and those of its customers and licensees; uncertainty whether new products containing the Company's sterol ingredients will
be faunched as anticipated or at alt; the need to secure new contracts and new strategic relationships, which is not assured;
the risk that regufatory approvals previously obtained may be withdrawn; intellectual property risks; marketing/manufacturing
risks and the need to manufacture to regulatory standards; uncertainty as to availability of raw materials on acceptable terms
or at alk; partnership/strategic alliance risks and in particular, the need for performance by the Phyto-Source manufacturing
facility and the lack of alternative manufacturing facilities for Reduco™ and other sterol products; product fiability risks;

the effect of competition; the risk of unknown side effects; the Company’s need for additional future capital, which may not

be available in a timely manner or at all; exchange rate fluctuations; environmental risks; pofitical risks; the risk of technical
obsolescence; the po: ty that the Company will pursue additional development projects or other business opportunities;

the risk of unanticipated expenses; and other factors that are discussed or identified in the Management Discussion and
Analysis section of this Annual Report under the heading, “Forward Looking Statements and Risk Factors That May Affect Future
Results”, as well as in the Company's other public filings, including its latest Annual Information Form / Form 40-F, any of which
could cause actual results to vary materially from current results or the Company’s anticipated future results, Forward-looking
statements are based on the beliefs, opinions and expectations of the Company’s management at the time they are made, and
the Company dogs not assume any abligation to update its ferward-looking statement if those beliefs, opinions or expectations,
or other circumstances should change. For the reasons set forth above, investors should not place undue reliance on forward-
loaking statements. The Company does not assume any obligation to update any statement contained in this Annual Report.
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